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|. INTRODUCTION

In this Order, the Vermont Public Service Board ("Board") approves a Memorandum of

Understanding ("M OU") between Green Mountain Power Corporation ("GMP" or the
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"Company") and the Department of Public Service ("Department™) in which these parties agreed
to a9.09 percent rate increase for GMP ($20.043 million above the existing rates), effective for
service-rendered on or after January 1, 2007. GMP originally requested an increase of 11.95
percent, but in the MOU agreed with the Department that the 9.09 percent rate increase would
result in just and reasonable rates, assuming the Board simultaneously approved an alternative
regulaion plan (the "Plan") for GMP.1

We also approve an alternative regulation plan for GMP that will govern the Company
for the next three years. The Plan will, in many ways, strengthen the connection between GMP's
costs and itsrates. It will permit annua rate adjustments to reflect changesin operating costs. In
addition, the Plan provides for regular (quarterly) rate adjustments to flow through to ratepayers
increases or decreases in power costs (which make up the majority of GMP'stotal costs). This
has the effect of shifting risk associated with varying power costs to ratepayers; in recognition of
thisrisk shift, the Plan provides a lower return on equity ("ROE"). Through this framework, and
other provisions, the Plan will enable GMP to continue to have a reasonable opportunity to
recover its operating costs and earn afar return on equity. Likethe rateincrease, the specific
elements of the Plan are based upon the MOU between the Department and GMP.

International Business Machines Corporation ("IBM") opposes both the magnitude of the
rate increase and approval of the alternative regulation plan. The Conservation Law Foundation
("CLF") aso argues that the Plan is not consistent with the statutory requirements for such plans
in30V.S.A. §218d.

We have considered these objections and are persuaded that we should approve the
MOU. The evidence indicates that the rate increase of 9.09 percent will result in rates that are
just and reasonable. No party has presented convincing evidence that would support a lower rate
increase.

We also find that, on balance, approval of the alternative regulation plan isin the best
interest of both GMP and its ratepayers. The Plan provides clear benefitsto GMP. It will
improve the Company's financial position by allowing more rapid pass through of cost changes,

1. The Department and GM P stipulated that the rate increase should be 9.58 percent if the Board did not approve
the Plan by December 29, 2006. The MOU, including the Plan, is attached to this Order.
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particularly power costs that can vary significantly due to changes in the wholesale market. This
improvement will help GMP obtain capital at more favorable rates than it could otherwise. The
enhanced financial posture and lower capital costswill, in turn, help GMP as it begins to
negotiate replacements for the two mgor long-term contracts for power from the Vermont

Y ankee Nuclear Power Station ("Vermont Y ankee") and Hydro-Quebec that expire in 2012 and
2015, respectively.

The Plan also should benefit ratepayers over itsterm. The direct benefits include alower
return on equity (which reduces rate increases) and the possibility that rates can be further
reduced by the earnings-sharing provisions of the Plan if GMP can reduce costs and operate more
efficiently, thereby improving its earnings. Moreover, customers arelikely to derive indirect
benefits as aresult of these incentives for GMP to provide least-cost energy serviceto its
customers. Specifically, any cost savings that result from GMP's effortsto improveits earnings
will eventually be passed on to ratepayers through the mandatory adjustmentsin the Plan. The
mechanisms that allow GMP to flow-through power costs more quickly may also benefit
ratepayers as they reduce GMP's need to enter into hedging arrangements that would normally be
charged to ratepayers. Finally, to the extent that GMP's improved financial position helpsit
obtain favorably-priced, long-term power arrangements, ratepayers will, over time, benefit from
any power cost savings that result.

Significantly, the Board, the Department, consumer groups, ratepayers, and other
interested persons will continue to have an opportunity to eval uate the reasonableness of the
various rate adjustments and the Board can open investigations if these changes may not be
warranted. We aso expect to carefully review the allocation of risks and benefits over the next
three years to provide a sound basis for evaluating changes in the future. It is essential that the
Plan result in afair distribution of those risks and benefits. In particular, we are concerned that
the Plan shifts risks from GMP's shareholders to Vermont ratepayers. No party presented
evidence that permits us to accurately quantify the magnitude of this reallocation of risks. Thisis
also the first aternative regulation plan for an electric utility in Vermont, so we do not have the
benefit of direct experience. Due to this uncertainty, it isnot clear that the reduction of GMP's

ROE by 50 basis points fully compensates ratepayers for the changesin risk. The Department
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and GMP have persuaded us that GMP's improved financid status will provide long-term
financial benefits to ratepayers that are not directly quantifiable and are likely to outweigh any
change to therisk allocation. In addition, we expect that the incentives inherent in the Plan will
encourage efficient operation of GMP and promote the state's energy goals. Because of these
expectations, we find the overall balance of risks and rewardsfair. We do intend to continueto

evauate this issue as we monitor the Plan.

I|l. PROCEDURAL HISTORY

On April 18, 2006, GMP filed a petition and revised tariffs with the Board, accompanied

by cost of service schedules, requesting an 11.95% increase in its retail rates, effective on a
service-rendered basis commencing May 29, 2006 (Tariff Filing No. 7628).2 GMP asserted that
the proposed rate increase will produce approximately $25 million in additional annual revenues.
The Company cites rising power and transmission costs as the primary need for the rate increase.
At the same time, GMP filed a petition requesting approval of an aternative regulation plan
pursuant to 30 V.S.A. § 218d.

On May 12, 2006, the Department, pursuant to 30 V.S.A. § 225, informed the Board that
it had reviewed the tariff filing and recommended that it be suspended and investigated. The
Board issued an Order on May 22, 2006, suspending the rate filing under Section 226, opening
an investigation and scheduling a prehearing conference.3 On the same date, the Board also
scheduled a prehearing conference to consider the proposed alternative regulation plan.

The Board convened a prehearing conference on June 2, 2006. Subsequently, the Board
granted intervention on a permissive basisto IBM, AARP and CLF. The Board adopted a
schedule for this proceeding at that time.# The Board also approved a Protective Agreement
between the Company and the Department on June 8, 2006.

The Board convened an informal workshop on June 27, 2006. At that time, the Company

2. On May 26, 2006, the Company filed corrections to its testimony and exhibits that supported a revised revenue
requirement of 11.78%.

3. Order Suspending Tariff Filing and Notice of Prehearing Conference, dated M ay 22, 2006.

4. Prehearing Conference Memorandum of June 16, 2006.
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explained its proposed Plan. After the discussionsin the workshop and later discussions with
parties, GMP filed revisions to the proposed Plan on July 21, 2006.

The Board also held a public hearing using Vermont Interactive Television on July 12,
2006. Two members of the public expressed comments.

The Company and the Department entered into a Memorandum of Understanding
("MOU") dated August 22, 2006, providing for arevised rate increase, arevised alternative
regulation plan, and other Company obligations relating to the Plan. On the same date, the
Company filed the Plan, the MOU, and supplemental testimony and the Department filed
testimony in support of the MOU. The Company filed rebuttal testimony on September 1, 2006,
and CLF, AARP and IBM filed surrebuttal testimony on September 15, 2006.

On September 19, 2006, GMP filed a motion to accord confidential treatment to certain
information during the evidentiary hearings, which the Board granted during the first day of
hearings.

The Board held evidentiary hearings in Montpdier on September 26 and 27, 2006, to
consider both the proposed rae increase and the alternative regulation plan. The Board also
heard testimony regarding proposed revisions to the Company's Service Qudity & Reliability
Plan ("SQRP"); GMP filed the revised SQRP on September 28, 2006, requesting that the Board
approveit.®

On September 29, 2006, GMP filed a Settlement Agreement between the Company and
AARP, which included a pilot program that will alter GMP's disconnection policies for low-
income customers. AARP agreed to withdraw its testimony and not oppose the MOU between
the Department and GMP. In itsletter, the Company requested Board approval of the AARP
Settlement Agreement. On October 18, 2006, the Board approved the AARP Settlement

Aqgreement.

IIl. POSITIONSOF THE PARTIES

GMP
GMP argues that the Board should approve the MOU, with an attendant rate increase of

5. Letter from Peter H. Zamore to Susan M. Hudson, dated September 28, 2006.
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9.09% if the Plan is approved and 9.58% if the Plan is not approved. Also consistent with the
MOU, the Company and the DPS support an allowed ROE of 10.25% if the Plan is approved and
10.75% if the Plan is not approved. GMP contends that rate increase it proposes isjustified as
demonstrated by its cost of servicefiling, as amended and adjusted following negotiations with
the Department.

GMP also requests that the Board approve the Plan. GMP maintains that the Plan
presents opportunities to improve traditional ratemaking and lower costs to consumers. GMP
asserts that traditional ratemaking produces numerous costs for consumers, including rate case
expenses, lag between cost changes and rate changes, and increased uncertainty that may raise
the utility's cost of cgpital. GMP submits that the Plan eliminates most of these costs and the
uncertainty, which will benefit ratepayers. In addition, GMP argues that the Plan will reduce
customer costs in other ways, including lower cost of capital, incentives to the Company to
reduce costs, a cap on earnings, and GMP's absorption of certain cost changes. Findly, GMP
contendsthat the Plan will improve GMP'sfinancial stability and improve the Company's access

to capitd.

Department
The Department recommends that the Board approve the MOU "because it provides for

just and reasonable rates under traditiona regulation and establishes a non-traditional rate
regulation plan that complies with § 218d."6 The Department also contends that the revenue
requirement is based upon areasonable ROE, which is within the range of the record evidence.
The Department argues that the Plan isimportant to allow GMP to maintain access to low cost

capital over the next severa years, while ssmultaneously keeping rates at reasonable levds.

IB
IBM contends that the rate increase set out in the MOU is excessive. IBM asserts that we
should reduce the amount of the increase to reflect alower ROE (9.5% if the Plan is approved

and 10% otherwise). It dso argues that power costs should be reduced to reflect the elimination

6. Department Brief at 1.
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of (1) 50% of the incremental replacement power costs GMP has incurred as aresult of
Hydro-Québec's option under the 9701 contract, (2) any costs associated with rate year balancing
transactions with ISO-New England ("ISO-NE"), (3) the proposed annual accrual of $315,000 to
fund Vermont Y ankee unscheduled outage replacement power costs, and (4) certain costs
associated with GMP's replacement power contract with Morgan Stanley.

IBM further maintains that the Plan is not in the public interest and should be rejected or
significantly modified. According to IBM, the Plan will increase rate voldility, reduce utility
incentives to manage costs, unfairly allocates risk, and may lead to rates that are not just and
reasonable. IBM also aversthat the Plan does not provide accurate price signals to customers,
largely because the adjustment to rates based upon changing power costs actually is allowing
recovery for past costs rather than charging customers rates that reflect prevailing market
conditions. If the Board e ects to approve the Plan, IBM asserts that the Board should modify the
Earnings Sharing Adjustor calculation so that GMP may not recover certain energy-related power

costs that are specifically excluded from the Power Adjustor.

AARP
AARP reached a settlement with GMP that these parties filed on September 29, 2006.
The Board approved the settlement by Order dated October 18, 2006. AARP took no position on

the remaning issues.

CLE

CLF statesthat it strongly supports the use of alternative regulation within Vermont
because it offers the opportunity "to better align good decision making with the ability to earn a
profit."” Nonetheless, CLF argues that the proposed Plan does not promote the public good,
offer incentives for innovation, improved performance, and least-cost provision of energy
services, nor provide rates that are just and reasonable. Asaresult, CLF asserts that the Plan
does not establish a "reasonably balanced system of risks and rewards that encourages the
company to operate as efficiently as possibl€" asrequired by Section 218d(a)(7). CLF

7. CLF Brief at 2.
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recommends that the Board not approve GMP's plan, but instead allow GMP to submit a revised
plan within 60 days that addresses the deficiencies CLF identifies.

V. GMP'sRATE REQUEST

A. Findings

1. Under the MOU, the Company and the Department agreed that a9.09% rate increase
effective for service-rendered January 1, 2007, isappropriate if the Plan is gpoproved, and that a
9.58% increase is appropriate if the Plan is not approved. The MOU further providesthat if the
Plan is approved after January 1, 2007, the 9.58% increase would become effective on January 1,
2007, to be reduced to 9.09% effective on abills-rendered basis on the first billing cycle of the
month following the date on which the Plan becomes effective pursuant to 30 V.S.A. § 218d(g);
exh. GMP-AJK-3 at 5.

2. The cost-of-service analysisis based on a 2005 test year. The adjusted test year (rate
year) is 2007. Exh. GMP-AJK-6 at 1-2; exh. GMP-AJK-7 at 1-2, Kvedar pf. at 6.

3. The 9.09% rate increase reflects a revenue requirement of $228,265,000, based on
operating expenses of $237,413,000, a 10.25% ROE, and a $227,513,000 rate base. Based on
test year revenues of $209,241,000, the resulting revenue deficiency is $19,024,000. Exh.
GMP-AJK-6 at 1-4.

4. The 9.58% rate increase reflects a revenue requirement of $229,284,000, based on
operating expenses of $237,832,000, a 10.75% ROE, and a $227,513,000 rate base. Based on
the same year revenues, the resulting revenue deficiency is $20,043,000.8 Exh. GMP-AJK-7 at
1-4.

5. The difference in the revenue deficiency between the 9.58% rate increase and the

11.95% increase reflected in the Company's April 14 Petitionis as follows:

April 14 revenue deficiency $24,639,000

8. The difference between the operating expenses under the 9.09 percent and 9.58 percent rate increases is
attributed to the tax effect of the differing ROEs.
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Department power cost adjustments (2,928,000)
Department fuel savings adjustment (101,000)
Vermont Y ankee reserve 315,000
Adjusted return on equity (1,121,900)
50% of remaining Department adjustments (760,500)
Total adjustment 4,596,400

MOU revenue deficiency $20,042,600

The revenue deficiency associated with the 9.09% rate increase isidentical, except that the
deficiency is reduced by $2,141,000 when based on a 10.25% ROE. Kvedar supp. pf. at 3.

6. The 9.58% revenue increase in the absence of a Plan and 9.09% revenue increase under
aPlan would result in just and reasonable rates. Behrns pf. a 12; Kvedar supp. pf. at 2; exh.
GMP-AJK-3 at 5; findings 1-18.

1. Return on Equity

7. GMP recommended a return on equity in the range of 10.7-11.5% (if the Plan is not
adopted). Thisis based on the discounted cash flow ("DCF"), Capital Asset Pricing Model
("CAPM") and alternative risk premium ("Risk Premium") approaches incorporating information
through August 11, 2006, as well as the incorporation of a .55% small size premium. Hevert reb.
pf. at 47; Hevert supp. pf. at 2-3.

8. Without asmall size premium, GMP's range of ROE's is between 10.15%-10.95%.
Hevert reb. pf. at 46.

9. IBM presented testimony indicating that the appropriate ROE is within the range of
9.5-10.4%. Gorman pf. at 20.

10. The effect of adopting the Plan would be a reduction in the ROE of between 36 basis
points to 152 basis points, with a mean of roughly 90 basis points. Hevert supp. pf. at 4.

11. The 50 basis point reduction supported by the MOU if the Plan isadopted is within this
range. Hevert supp. pf. at 5.

12. The proposed 10.75% ROE (if the Plan is not approved) is within the range of 10.15%
to 10.95% range supported by the Company, based on DCF, CAPM and risk premium
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approaches. Hevert supp. pf. at 2-3; Hevert reb. pf. at 46.
13. Similarly, afifty basis point ROE reduction if the Plan is adopted is within the range of
appropriate adjustments to ROE. Hevert supp. pf. at 4-5.

2. The 9701 Contract
14. Under the 9701 contract, the Company granted Hydro-Québec the option to recall

specified annual anounts of the power sold under the Vermont Joint Owners Agreement at a
specified price, in exchange for aone-time payment of $8 million. Gorman pf. at 29.
15. The cost to cover Hydro-Québec's exercise of the option is required to meet the

Company's obligation to supply power under the 9701 contract. Tr. 9/26/06 at 146 (Brown).

3. Balancing Transactions

16. GMP purchases additiona energy from the ISO-NE power pool during periods of higher
than anticipated demand. Brown pf. at 5.

17. During periods of lower demand, GMP resells this energy to the power pool. 1d.

18. For 2007, GMP projectsthat its | SO-NE purchases will result in a net loss of
approximately $2.04 million. Brown reb. pf. & 2-3; tr. 9/26/06 at 148-49 (Brown).

4. Insurance for Unplanned Outage at Vermont Y ankee

19. GMP purchases insurance against the possibility of increased costs to the Company
arising from unplanned outages at Vermont Y ankee. The cost of thisinsurance is $810,000.
Gorman pf. at 35.

20. The Company proposes to include an annual $315,000 in its cost-of-service as areserve
to be used to pay costs associated with an unscheduled Vermont Y ankee outage not covered by
the Company's outage insurance. Griffin supp. pf. at 1.

21. Assuming it is not used due to outages at Vermont Y ankee, the reserve will grow over
time, which would permit the outage insurance deductible to be increased each year, thereby
benefitting customers by reducing the cost of insurance premiums. Griffin supp. pf. at 2-3; tr.
9/26/06 at 122 (Griffin).
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22. Thereserve would also benefit customers because it would be deducted from rate base.
Griffin supp. pf. at 1.
23. The Vermont Y ankee outage reserve is areasonable appropriate supplement to outage

insurance that benefits customers. Griffin supp. pf. at 1-3; findings 19-22.

B. Discussion

IBM maintainsthat the cost-of-service supported by the MOU should be reduced to
reflect five adjustments: (1) an ROE no higher than 9.5 percent under an alternative regulation
Plan; (2) disallowance of half of the replacement power costs associated with the Hydro-Quebec
9701 contract; (3) reduction of Morgan Stanley replacement power costs; (4) elimination of any
"balancing transaction" amounts; and (5) elimination of the Vermont Y ankee Nuclear Power
Station ("Vermont Y ankee") outage reserve.

We have examined the MOU and the objections that IBM has raised to certain dements
of the MOU. Wefind that overdl, the MOU will produce just and reasonable rates and thusisin
the public interest. The MOU, while still requiring alarge increase in rates, reflects a reduction

in the revenue deficiency that the Company sought to recover from ratepayers.

1. Return on Equity

Neither the law nor regulatory precepts prescribe a specific methodol ogy for setting the
appropriate return on equity. Instead, the Board has substantial discretion to weigh factors so as
to achieve the overarching god of authorizing areturn on equity that is fair and reasonableto all
stakeholders. The critical element is the reasonableness of the result, not necessarily the
methodol ogy used to achieveit.° The basic standard is well-established:

A public utility isentitled to such rates as will permit it to earn areturn on the
value of the property which it employs for the convenience of the public equal to
that generally being made at the same time and in the same general part of the
country on investments in other business undertakings which are attended by
corregponding risks and uncertainties; but it has no constitutional right to profits
such as are realized or anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure confidence in the

9. InreFPC v. Hope Natural Case Co., 320 U.S. 591, 602 (1944).
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financial soundness of the utility and should be adequate, under efficient and
economical management, to maintain and support its credit and engbleit to raise
the money necessary for the proper discharge of its public duties.10

These principles are reflected in the statutes governing the Board's decisions, and have
been endorsed repeatedly by the Vermont Supreme Court.

In this proceeding, GMP and the Department have agreed to an ROE of 10.75%, which
would be reduced by 50 basis points (to 10.25%) if the Board approves the Plan. This reduction
in the ROE reflectsthe fact that the Plan transfers substantial risk from the Company to its
ratepayers. GMP also presented evidence that the appropriate range of ROE should be from
10.70 to 11.50 percent if asmall company premium isincluded or from 10.15 to 10.95 percent
without the premium. By comparison, IBM recommends an ROE of 9.9 percent. Its testimony
shows arange of 9.5 to 10.4 percent for the ROE.

The andyses presented by both parties use three modds. These are the discounted cash
flow ("DCF"), risk premium, and the capital asset pricing model ("CAPM") approaches. The
parties differ, however, on certan of the inputs to these models. For example, IBM disputes the
selection of some of the companies GMP uses as a proxy group (in particular Northeast Utilities
("NU"), arguing that it is undergoing a strategic transformation);11 the inputs to the Company's
risk premium analysis (dividend history and growth rates, expected market returns, stock price
performance, use of companies betato measure risk, and the effect of interest rates); and the
proposed "small company premium™ of 55 basis points. For its part, GMP contests the dividend
growth rate that IBM usesin its analysis.

We find that a reasonable range for setting the ROE would be between 10.00 and 10.95
percent. In reaching this conclusion, we have considered the various analyses presented by GMP
and IBM and the criticisms each has leveled at the other's studies. The two most significant
disagreements arise on the appropriateness of including NU in the proxy groups and the addition
of asmall company premium. On the firg issue, IBM has not shown that the inclusion of NU is

unreasonable. While NU may be undergoing a transformation, the evidence shows that Value

10. Bluefield Water Works & Improvement Co. v. Public Serv. Comm'n, 262 U.S. 679, 692-93 (1923). See also
Duquesne Light Company v. Barasch, 488 U.S. 299, 310 (1989).

11. Gorman pf. at 24.
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Line recently stated that it expected NU to focus on regulated operations and that unregulated
operations should be minimal.12 Thus, we see no reason to exdude it.

However, we also find that GMP has not demonstrated the reasonableness of including a
premium to account for the small size of GMP relative to other companies. GMP has not shown
that it has greater risk than other companiesin its proxy group.13 In fact, GMP's risk profile,
earnings growth, and current favorable access to capital al appear contrary to the Company's
justification for a 55 basis points premium.

The MOU's proposed ROE of 10.75 percent thus lies within the range that we find to be
reasonable, albeit at the high end of that range. In the context of the settlement agreement, we
will accept this higher ROE. In so doing, we rely heavily on the Department's agreement to the
ROE. We notethat when the changesin the interest rates are considered, the proposed 10.75 rate
is aso consistent with the ROE that we granted GM P in the last investigation of the Company's
rates — Docket 6867.

The remaining question is the appropriate adjustment to the ROE to reflect approval of an
alternative regulation plan. Thereis no question that GMP will shed substantid risk, which will
now be passed on to ratepayers. For example, under the Plan (as we describe below), GMP will
pass through power costs and will regularly adjust base rates to reflect changes in operating costs.
GMP presented evidence that an appropriate shift in risk ranged from 36 to 152 ROE basis
points.14 The Company originally recommended an adjustment of 90 basis points, which was
approximately the mid-point of thisrange. GMP and the Department now recommend a smaller,
50-basis-point adjustment. IBM, by comparison, asks that we continue to include the larger
adjustment originally proposed by GMP.15

In this Order, we accept the 50-basis point adjustment. We reach this conclusion largey
in reliance upon the Department’'s and GMP's agreement reflected in the MOU and the fact that

12. Hevert reb. pf. at 12-13.
13. Gorman pf. at 23-24.
14. Hevert supp. pf. at 4.

15. IBM Brief at 25.
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IBM did not present convincing evidencethat it was incorrect. Aswe discuss below, however, in
our consideration of whether the Plan fairly allocates risks and rewards, we are concerned that
the selection an ROE adjustment at the lower end of the range, coupled with the other elements
of the Plan, may provide GMP greater benefits than those receved by customers. At thistime,
we find the allocation to be reasonable, but we will examinethisissue dosely if GMP asksto

renew the Plan later.

2. The 9701 Contract
In 1996, GMP entered into a contract with Hydro-Quebec under which GMP received $8

million.16 In exchange, Hydro-Quebec received theright to recall certain amounts of power sold
under the contract with the Vermont Joint Owners. Asaresult of these cal-backs, GMP has
incurred additional power costs necessary to purchase replacement power to serve the load that
would otherwise be served by the recdled power. GMP's cost-of-service includes these
additional replacement power costs.

IBM proposes that GMP's cost of service should be reduced to reflect a disallowance of
one-half of these costs in the adjusted test year ($2.418 million). IBM asserts that the 9701
contract was not entered into to procure power and erodes the value of Hydro-Québec capacity
and therefore it is unreasonable to ask customers to pay the full economic losses.1”

The appropriate regulatory treatment of the 9701 contract has been raised before the
Board twice previously. First, in Docket 5983, the Board examined the question of whether to
amortize the $8 million that GMP received over the remaining life of the Hydro-Quebec
Contract. At that time, no party, including IBM, raised concerns about whether the 9701
Contract was prudent, so we did not address the issue.l® However, we found that the contract

was expected to yield savings of $2.3 million net present value over the life of the contract.19

16. Docket 5983 Order of 2/28/97 at 263—265.
17. Gorman pf. at 30; tr. 9/27/06 (Gorman) at 8.
18. Docket 5983 Order at 216; tr. 9/27/06 at 10-11 (Gorman).

19. Tariff Filing of Green Mountain Power Corp., Docket No. 5983, Order of 2/27/98 at 211-213, 263265
("Docket 5983 Order"); tr. 9/27/06 (Gorman) at 9.
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We also expressed concern that the arrangement was driven largely by short-term financial
considerations, and therefore stated that similar arrangements in the future were unlikely to be
viewed with favor.20

In Docket 6107, IBM proposed to disallow 9701 costs based on a claim of imprudence,
but the Board chose not to make a prudence determination or otherwise disallow 9701-related
costs because they would not have any impact on the rates set by the Public Service Board.?? We
also observed that:

Although we do not rule on this proposed cost of service adjustment, we wish
to note our skepticism about IBM's contention that it was imprudent for GMP
to enter the 9701 agreement. The record does not demonstrate that any other
New England utility or indeed other commentator foresaw the extent and
degree of volatility that has developed in New England wholesale power
markets. Absent that volatility, the 9701 agreement would not have had its
adverse effects.22

No party, including IBM has presented any analysis or review that would call into
guestion GMP's prudence in entering into the 9701 arrangement. Similarly, IBM has not
presented any evidence to demonstrate that we should disallow the replacement power costs
arising from the 9701 agreement because they were not used-and-useful .23 Absent such
information, we see no reason to alter the decision we reached in Docket 6107, or to
substantively evaluate the questions of the prudence and used-and-useful ness of these costs.
Accordingly, we do not require an adjustment to the Company's cost-of -service dueto

replacement power costsincurred because of the 9701 contract.

3. Balancing Transactions

GMP engages in both purchases and salesfrom the regiond wholesale power market. In

20. Docket 5983 Order at 212, 264; tr. 9/27/06 (Gorman) at 10.

21. Tariff Filing of Green Mountain Power Corp., Docket No. 6107, Order of 1/23/01 at 104-105, note 329
("Docket 6107 Order"); tr. 9/27/06 at 13—14 (Gorman).

22. Docket 6107 Order at 105, note 329; tr. 9/27/06 at 15 (Gorman).

23. See generally, Gorman pf. at 28-21.
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its cost-of -service, GMP included acost of $2.04 million to reflect the net purchases.24 IBM
claims that there should be no allowance for baancing transactions in the cost of service, because
the net cost of balancing transactions in 2005 was minimal .22

We do not accept IBM's proposed cost-of-service adjustment. We find that the Company
appropriately recalculated Mr. Gorman's conclusion based on a corrected average 2005 sales
price, which equates to an allowance of roughly $2 million for the 2007 rate year. Although the
Company initially proposed an allowance of roughly $4 million, this amount was adjusted
downward by $2 million in the MOU to equal the amount recalculated by Mr. Brown. Asa
result, IBM's proposed adjustment is rejected.

4. Morgan Stanley Contract Replacement

IBM argues for areduction of $436,714 to reflect changes to the Company's replacement
power cost contract with Morgan Stanley.26 The Company asserts that, under the MOU, GMP
agreed to reduce the power cost component of its cost-of-service. These reductions to power
costs, says GMP, are greater than the adjustment proposed by IBM.

We agree that the total reduction to power costs under the MOU are greater than the
amount of IBM's proposed disallowance.2” Specifically, the MOU parties agreed to reduce
power costs by $2.9 million. But, by its terms, the MOU would not take effect unless approved
inwhole. Thus, if we were to adopt IBM's adjustment, the evidence now in the record would not
support the power cost reduction in the MOU. Moreover, IBM has not shown that the Morgan
Stanley contract adjustment is not already incorporated into the DPS adjustment. Accordingly,
we find that ratepayers derive greater benefits from the $2.9 million power cost adjustment in the
MOU and we reject IBM's proposed reduction.

24. Brown reb. pf. at 3.
25. IBM Brief at 19-20.
26. IBM Brief at 27-28.

27. Kvedar supp. pf. at 3; Gorman pf. at 28; GMP Reply Brief at 14.
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5. Vermont Y ankee Outage Insurance

GMP pays $810,000 annually for insurance against the additional replacement power
costs that would arise due to an outage at Vermont Y ankee.28 The Company proposes to include
an annud $315,000 allowance in its cog-of -service as a reserve to be used to pay costs
associated with an unscheduled Vermont Y ankee outage not covered by the Company's outage
insurance.2® This reserve would be deducted from rate base. Thus, GMP asserts that it would
provide an additional benefit to ratepayers. The Company also maintains that the reserve would
permit the outage insurance deductible to be increased each year, thereby benefiting customers by
reducing the cost of insurance premiums. 1BM argues that the allowance for the Vermont
Y ankee outage insurance reserve should be rejected because it is redundant and because the
Company provided no supporting anaysis.30

We do not accept IBM's arguments. Approximately one-third of GMP's power is
provided by Vermont Y ankee under afavorably-priced contract. An outage & Vermont Y ankee
can lead to potentially expensive replacement power costs. Historically, for unplanned outages
that may entail substantial replacement power costs, GMP has requested and receved accounting
orders that allow the Company to book and defer these costs for later recovery; in subsequent rate
cases, the Board has allowed GMP to recover the deferred costs. Under the Plan, these
replacement power costs would be passed on to ratepayers directly through the Power Adjustor.

The reserve is a reasonabl e approach to addressing the financial exposure to GMP and its
customers arising from unplanned outages at Vermont Y ankee.31 While we agree with IBM and
that outage insurance provides some protection, GMP has shown that the addition of areserve
fund can, over time, provide a more cost-effective goproach to providing that protection. Thisis
achieved by the fact that, as the fund grows, it will allow GMP to increase the deductible on its

insurance policy, thereby reducing costs. At the same time, in recognition of the fact that the

28. Gorman pf. at 35.
29. Griffin reb. pf. at 1-2
30. Gorman pf. at 35.

31. Infact, the reserve appears to be reasonable even in the absence of a Plan.
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ratepayers have provided the funds, the reserve fund will be deducted from ratebase. We find

this approach reasonable.

V. THE ALTERNATIVE REGULATION PLAN

A. Findings
1. The Proposed Plan
24. GMP and the Department (through the MOU) have proposed an alternative regulation
plan that would take effect February 1, 2007, and terminate on December 31, 2009, except that

certain adjustments to GMP's rates would occur at specified dates subsequent to the termination
of the Plan. Exh. GMP-AJK-4 at 1.

25. Under the proposed Plan, GMP would be unable to seek adjustments in rates (except
those specified in the Plan) that would be effective before January 1, 2010. Id.

26. The proposed Plan establishes aframework for regular rate adjustments for the
2007-2010 period, based on prescribed methodologies. These adjustments would be: (1) annual
base rate filings; (2) quarterly power adjustments; and (3) annual earnings reconciliation
adjustments. Kvedar pf. at 5-6; exh. GMP-AJK-4 at 1-7; Behrns pf. at 11.

27. Theregular rate adjustments under the proposed Plan could mean that customer rates are
adjusted four times per year. By contrast, under traditiona ratemaking, customer rates change
much less frequently. Gorman pf. at 41.

28. The annual base rate adjustment would be subject to suspension, with an April 30
deadline for Board decision. The other adjustments would not be subject to suspension, although
the Board could initiate arate investigation under 30 V.S.A. § 227(b) at any time, on its own
motion or upon request, and the retroactive effect of the Board's order would be consistent with
that section. Exh. GMP-AJK-4 at 24, 7, 9; Allen pf. at 2.

29. Under the proposed Plan, on November 1, 2008, and 2009, GMP would file a cost of
service supporting a base rate change to be effective on January 1. The annual filing would be
identical to atraditional rate filing, except for the following differences. First, loads and
revenues would be based on aforecast for the year the rates would be in effect. Second,
increases in non-power costs would be capped a $1.25 million (2008) and $1.5 million (2009).
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Third, the authorized ROE would be adjusted to reflect 50% of the difference between the
average ten-year Treasury note yield to maturity (a) as of the last twenty trading days prior to
October 15 before the filing, and (b) the later of the last twenty trading days prior to October 15
of the previous year or the last twenty trading days prior to the last day of evidentiary hearings
(September 27, 2006). Kvedar pf. at 5-6; exh. GMP-AJK-4 at 1-3; Behrns pf. at 13.

30. The cap on the proposed base-rate adjustor will help ensure that the change in base rates
does not rise above approximately 2 percent annually. Allen pf. at 4.

31. The cap on the proposed base rate adjustment could be exceeded to reflect Exogenous
Changes, which are defined as cost or revenue changesin excess of $600,000 that relate to
certain specified events that are outside the Company's control. These events include changesto
statutes, regulations, or accounting rules, loss of load, or certain major unplanned events. Griffin
pf. at 5.

32. Pursuant to the MOU, the Department would retain an independent consultant to review
the annual base rate adjustment and file areport with the Department and Board at the time the
adjustment isfiled. Exh. GMP-AJK-3 at 3; Kvedar supp. pf. at 6.

33. Under the proposed Plan, GMP would adjust its rates quarterly based upon the
difference between actual power costs and projected costs included in GMP's rates through the
Power Adjustor. The Power Adjustor amount would reflect the difference between actual power
costs and power costs included in rates during the Measurement Quarter. Smith pf. at 6; exh.
GMP-AJK-4 at 5-7.

34. The proposed Power Adjustor would be filed within 45 days after the end of each
calendar quarter ("Measurement Quarter") and would be effective for the calendar quarter
beginning after the filing (i.e., beginning three months after the M easurement Quarter ends)
("Coallection Quarter"). Exh. GMP-AJK-4 at 5.

35. Under the proposed Power Adjustor, power costs related to capacity, transmission and
ancillary service charges, which are largely outside the control of the Company, would be passed
through completely. Allen pf. at 3.

36. For most of GMP's power costs (including energy charges, market purchase, and fuel

costs), the Power Adjustor would only reflect changes in costs (less revenue changes associated
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with changes in sales volumes) that are greater than the "Power Efficiency Band" of $300,000,
and only 90% of the remaining difference would be reflected in the quarterly rate adjustment. 1d.
at 5-6; Smith pf. at 6-15.

37. The proposed Power Adjustor specifies that the variance between actual and collected
power costs (subject to these limitations) would be divided by projected sales in the Collection
Quarter, yielding a positive or negative Power Adjustor rate component for that quarter. The
quarterly adjustor would be subject to a quarterly cap of $10/MWh and any difference between
the Power Adjustor amount and revenues resulting from the cap would be deferred and
recognized in the next quarter. Smith pf. at 6-15; Kvedar supp. pf. at 2; exh. GMP-AJK-4 at
5-6.

38. The proposed Power Adjustor would overcollect or undercollect the target amount if the
Company's actual sales volumes differ from the projected volumes. Under the proposed Plan,
GMP would track these differences and refund or recover them once per year in the annud rate
adjustment or Earnings Sharing Adjustor. Smith pf. at 15-16.

39. The proposed Earnings Sharing Adjustor would be filed by February 15, 2008, 2009,
and 2010, and would be effective the following April 1. The adjustor would reflect the
difference between the achieved ROE for the preceding cdendar year, calculated on a regulatory
basis, and the ROE gpproved in this case (including the adjustment, if any, associated with
Treasury note yieldsin Finding 29, above). Kvedar pf. a 6; Griffin pf. at 5-6; exh. GMP-AJK-4
at 34.

40. Under the proposed Earnings Sharing Adjustor, rates would be adjusted to reflect the
difference between actual and target earnings. However, variations within arange of 75 basis
points above and below the authorized return would not be subject to reconciliation. In addition,
under the proposal, there would be a 50/50 sharing of earnings shortfalls between 75 and 125
basis points below the target return ("Earnings Sharing Band"). 1d.

41. Under the Earnings Sharing Adjustor, the revenue impact of the variance between target
and actual earnings (subject to the Earnings Sharing Band) would be divided by projected sales
for the ensuing 12-month collection period, yielding arefund or surcharge to be paid to or

assessed from customers over that period. Id.
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42. Under the proposed Plan, the base rate and earnings sharing adjustments would be
reflected as a uniform percentage change to customers' bills and the Power Adjustor would be
reflected as akWh charge. The adjustments would apply to al rate classes except those not
typically subject to general rate increases (e.g., specid contracts), and the Power Adjustor would
apply only to those rate elements that are subject to a chargethat varies on akWh basis. All
three adjustments would be implemented on a bills-rendered basis. Exh. GMP-AJK-4 at 1-7.

43. The proposed Plan specifies that the Company would contribute 10% of the Earnings
Sharing Band in excess of the Board-approved rate of return on equity to its Power Partners
Program. GMP would aso match customer contributions to the Company's WARMTH Support
Program; the amount contributed by the Company would not be included in rates. Id. at 7.

44. GMP ds0 proposes to continue its efforts to promote Vermont-based renewabl e energy,
including its Voluntary Renewable Support Rider, and the 2004 and 2005 Renewables Support
Pans. Id. at 8.

45. Under the proposed Plan, GMP would continue efforts to expand customer service
choices, including |load management tariffs and evaluating potentia control of small loads. In
addition, GMP would file within six months of Plan approval a so-called "virtual choice"
proposal for large customers which would provide those customers an option to participate in the
procurement of power supply to meet individual customer loads. 1d; Brown pf. at 5.

46. On each of June 30 of 2008 and 2009, GMP proposes to file areport evaluating the
effectiveness of the Plan. Exh. GMP-AJK-2 at 8.

47. The proposed Plan incorporates the Company's SQRP.32 The proposed SQRP is largely
consistent with the SQRP that the Board previously approved. The most significant changes
contained in the September 28, 2006, revisions to the SQRP relate to increased service guarantee

payments and a more restrictive performance standard concerning meter reading.33 Kvedar pf.at

32. Inthe MOU, GM P agreed to work with the Department collaboratively on proposed changes to the SQRP.
Exh. GMP-AJK-3 at 3—-4. The September 28, 2006, filing of the revised SQRP reflects the results of that
collaboration.

33. By letter dated September 28, 2006, the Company and the Department requested Board approval of the
revised SQRP. Letter from Peter H. Zamore to Susan M. Hudson, dated September 28, 2006. No party has filed any
objection to the proposed revisions.
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8: tr. 9/26/06 (Allen) at 133-34.

2. Other MOU Conditions
48. Under the MOU, GMP would be required to submit examples of the six annual Plan

filings (including details concerning power supply and capital expenditures) to the Department
by November 1, 2006, consult in good faith with the Department concerning changes, and submit
the filings to the Board for approval within 30 days after the Plan is approved. Exh. GMP-AJK-3
at 3; Kvedar supp. pf. at 6.

49. Pursuant to the MOU, GMP would, within 30 days of Board approval of the Plan,
submit to the Department a sample of each type of filing to be made under the Plan and consider
the Department's recommendations. Kvedar supp. pf. at 6.

50. Inthe MOU, the Company has agreed to collaborate in good faith with the Department
concerning (1) customer information related to the Plan, (2) afixed price offering to begin by
November 1, 2007, (3) any changes to the SQRP (which were filed by letter dated September 28,
2006, before the October 1, 2006 deadline in the MOU) and (4) the Plan evaluations. Exh.
GMP-AJK-3 at 34.

51. Inthe MOU, GMP and the Department agree that "this MOU and any order approving
thisMOU relates [sic] only to the MOU Parties and shall not be construed as having precedential
or any other impact on proceedings involving other utilities." Exh. GMP-AJK-3 at 6.

52. Inthe MOU, GMP and the Department further agree that:

the MOU and any order gpproving the MOU shall not be construed by any party
or tribunal as having precedential impact on any future proceedings involving the
MOU Parties, except as necessary to ensure performance of thisMOU or to
enforce an order of the Board resulting from this MOU.

Exh. GMP-AJK-3 at 6.

3. Statutory Findings

a._Incentives for Innovations and Improved Performance (8§ 218d(a)(1))

53. The Plan establishes a system of regulation in which the Company has clear incentives

to provideleast-cost energy serviceto its customers. The Plan provides for regular and timely
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adjustments to reflect costs that the Company would incur to hedge against costs it cannot
control, (2) the Earnings Sharing and Power Efficiency Bands create incentives to reduce costs
by permitting the Company to retain the associated benefits and (3) the Plan does not displace the
Company's Integrated Resource Planning obligations. Brown pf. at 3; Allen pf. at 6-8; findings
2447, above.

b. Just and Reasonable Rates (§ 218d(a)(2))

54. The Plan provides just and reasonable rates for service to all classes of customers

because adjustments will be implemented for all rate classes that are subject to general rate
changes, because the Power Adjustor will beimplemented on a basis that reflects most of its
costs (energy), and because the remaining adjustments will be implemented on a uniform
percentage basis, consistent with traditional rate changes. Kvedar pf. at 10; Allen pf. & 6;
findings 2447, above.

c. Safe and Reliable Service (8§ 218d(a)(3))
55. The Plan resultsin the delivery of safe and reliable service through incorporation of the
Company's SQRP. Morrispf. at 5; Allen pf. a 6.

d. Incentivesto Provide Least-cost Energy Service (8 218d(a)(1))

56. The Plan provides incentives for innovations and improved performancethat advance
state energy policy such as increasing reliance on Vermont-based renewabl e energy and
decreasing the linkage between sales and earnings. The Plan allows the Company to pursue
innovations and policy initiatives without undue financial risk or the need for atraditional rate
filing. Brown pf. at 3; Allen pf. at 8; findings 24-47, above.

e. Improved Quality of Service, Reliability, and Service Choices (§ 218d(a)(5))

57. The Plan promotes improved quality of service and reliability service through

incorporation of the Company's SQRP and the improvements proposed by the Company and the
Department. Morrispf. at 5; tr. 9/26/06 at 105-107 (Morris), 132-143 (S. Allen); finding 47.
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58. The Plan promotes improved service choices through (1) the "virtual choice" proposal
(if implemented), (2) the obligation to collaborate in good faith with the Department to provide
an annual, fixed price service offering, (3) the low-income pilot program, and (4) by encouraging
further innovation through the reduction in financid risk. Exh. GMP-AJK-3 a 4; exh. GMP-
AJXK-4 at 8; exn. GMP-5; Brown pf. at 4; Allen pf. at 6; Finding 45, above.

59. The proposed Plan promotes service choices by providing GMP with financial
incentives to devel op service choices that reduce costs. This effect is achieved through the
Power Efficiency Band and Earnings Sharing Band. In addition, the reduction of financial risk
may provide incentives to expand service choices. Brown pf. at 4; Allen pf. at 6.

60. Pursuant to the AARP settlement, the Company will initiate a one-year pilot program,
beginning November 1, 2006, in which low-income customers will be treated the same as
customers 62 or older for purposes of disconnections under Board Rule 3.304(D)(2). In addition,
the Company will determine low-income status based on information from various low-income
programs and agencies, will work to improve the available data, will modify its reports under
Rule 3.308(B) to identify the number of actual and avoided disconnects under the pilot program,
and will provide copies of the reportsto AARP. Exh. GMP-5.

f. Encourage Innovation in the Provision of Service (8§ 218d(a)(6))

61. The Plan encourages innovative provision of service by creating incentives to reduce
costs, such as through innovative and efficient approaches in the way it operates. Griffin pf. at
17; Allen pf. at 8; findings 2447, above.

0. Reasonably Balanced System of Risks and Rewards (§ 218d(a)(7))
62. The Plan establishes areasonably balanced system of risks and rewards that encourages

the Company to operate as efficiently as possible using sound management practices, by reducing
the Company's cost of capital, flowing this beneficial impact through to customers, and by
creating cost control incentives. Griffin pf. & 11, 17; Hevert supp. pf. a 4-5; exh. GMP-AJK-4
at 3-6; Allen pf. at 8; findings 2447, above.
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h. Reasonable Opportunity to Earn a Fair Rate of Return (8 218d(a)(8))

63. The Plan provides a reasonable opportunity to earn afair rate of return by providing for
periodic rate adjustments to reflect differences between target and actual costs, subject to the
Power Efficiency and Earnings Sharing Bands. Griffin pf. at 16; findings 24-47, above.

i. Impact on Accounting (8 218d(m)(1))

64. The Plan will not have an adverse impact on the Company's eligibility for rate-regul ated
accounting in accordance with generally accepted accounting standards, because the Company
will continue to have an opportunity to recover its costs and because rates will continue to be
based on costs. Griffin pf. at 18; findings 24-47, above.

j. Preserve the Availability of Equity and Debt Capital Resources (§ 218d(m)(2))
65. The Plan reasonably preserves the availability of equity and debt capital resources to the

Company on favorable terms and conditions, because Wall Street analysts and rating agencies
strongly favor power adjustment clauses that permit rates to reflect costs on aregular basis, and
because the Company'srisks are reduced. Griffin pf. at 17; Allen pf. at 5; findings 2447, above.

k. Reasonable Sharing of Savings with Ratepayers (8 218d(b))

66. The Plan provides that any savingsresulting from the Plan will be shared with

ratepayers through the combination of the three adjustments and the bands included in the
Earnings and Power Adjustors. Griffin pf. at 17; Allen pf. a 8; findings 2447, above.

B. Discussion
The Plan proposed by GMP is the first alternative regulation plan for an electric utility in

Vermont.34 Alternative regulation for electric and gas utilities is authorized by Section 218d of

34. We have previously authorized alternative regulation plans for Verizon New England Inc., d/b/a Verizon
Vermont and Vermont Gas Systems. Investigation into an Alter native Regulation Plan for New England Telephone,
Dockets 6167/6189, Order of 3/24/00; Investigation into Successor Incentive Regulation Plan for Verizon, Docket
6959, Orders of 9/26/05 and 4/27/06; Petition of Vermont Gas Systems, Inc. for approval of an alternative
regulation plan, Docket 7109, Order of 9/21/06.
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Title 30. That section also delineates a series of findings that the Board must make before it can
approve an alternative regulation plan. Specifically, Section 218d(a) requires that the Board find
that an dternative regulation plan will:

(2) establish a system of regulation in which such companies have clear
incentives to provide least-cost energy serviceto their customers;

(2) provide just and reasonable rates for service to all classes of customers;
(3) deliver safe and reliable service;

(4) offer incentives for innovations and improved performance that advance state
energy policy such asincreasing reliance on Vermont-based renewabl e energy
and decreasing the extent to which the financial success of distribution utilities
between rate cases is linked to increased sales to end use customers and may be
threatened by decreases in those sales;

(5) promote improved quality of service, reliability, and service choices,
(6) encourage innovation in the provision of service;

(7) establish areasonably balanced system of risks and rewards that encourages
the company to operate as efficiently as possible using sound management
practices; and

(8) provide areasonabl e opportunity, under sound and economical
management, to earn afair rate of return, provided such opportunity must be
consistent with flexible design of aternative regulation and with the inclusion
of effective financial incentivesin such dternatives.

Under subsection (m), in the case of an investor-owned utility such as GMP, we must also find
that the plan will:

(1) not have an adverse impact on the electric company's eligibility for
rate-regulated accounting in accordance with generally accepted accounting
standardsif applicable; and

(2) reasonably preserve the availability of equity and debt capital resourcesto the
company on favorable terms and conditions.

In addition, subsection 218d(b) required that "if savings result from alternative regulation, the
savings shall be shared with ratepayers as determined by the board.” Finally, Section 218d(h)
permits the Board to establish, by rule or order, standards by which to assess the effectiveness of
alternative regulation plans.

Alternative regulation, while authorized by statute, is an option, not arequirement. As

we have observed in the past, any meaningful analysis of alternative regulation must consider the
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opportunity cost of continuing under additional regulation.3®> This means that we should expect
that both the Company and its customers will benefit from alternative regulation.

Here, GMP argues that its Plan will benefit both itself and its customers. In particular,
GMP states that it proposed the Plan in order to provide the following customer benefits: (1)
avoid the drain on resources resulting from traditional rate cases, which are inefficient, lengthy
and expensive; (2) reduce the uncertainty associated with the timing and magnitude of rate
changes; (3) reduce the mismatch between costs and rates due to regulatory lag; (4) provide
improved cost reduction incentives; and (5) reduce rates through the incorporation of a lower
ROE.36

CLF and IBM challenge numerous aspects of the Plan, arguing that:

» thePlan will not provide adequate incentives to control costs;

» the Plan does not present a balanced system of risks and rewards that encourages
GMP to operate as efficiently as possible;

» the Plan does not adequately reduce the link between sdes and earnings;
» thePlan provides insufficient incentives to promote renewable energy;
» thePlan will increase rate volatility;

» thePlanresultsin inaccurate price signals and the signals provided are less than
those under traditional regulation;

» therates may not be just and reasonable because the Plan does not provide an
adequate opportunity to review price changes; and

» the Plan should be modified so that the 10 percent of Component B power costs that
are excluded from the Power Adjustor should al so be excluded from the Earnings
Sharing Adjustor.

We have considered the parties comments and concluded that the Plan as proposed by
GMP and the Department is reasonable and should be approved. The Plan offers several
benefits. It will, over time, reduce some of the time and expense associated with litigated rate
adjustments. Instead of the traditional filing of rate increases that often lead to contested-case
proceedings, GMP will have more frequent, but also more limited rate adjustments. The Board,

35. See Docket 6959, Order of 9/26/05 at 23.

36. Griffin pf. at 8.
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Department, and parties will have increased workload to evaluate these filings. But we expect
that the overall burden will be less than under traditional regulation, while still ensuring that rates
are just and reasonable. In thisregard, GMP's agreement to review by an independent third party
should help address some of the workload and timing considerations.3”

The Plan also will help GMP meet the long-term energy goals of the state — namely the
provision of high quality service at least-cost. One of the major benefits of the Plan isthe
likelihood that it is likely to improve GMP's financial ratings and credit worthiness. Thiswill
enhance GMP's ability to pursue a broad range of options to replace the large power contracts
that will beginto expirein 2012. It should also reduce GMP's cost of capital, produci ng savings
that can be passed on to ratepayers.38

For many of the statutory criteria, the evidence is undisputed. No party questions the fact
that it (1) will have no effect on accounting, (2) will not adversely affect GMP's access to credit
(whichislikely to be enhanced), (3) will lead to the ddivery of safeand reliable service, (4) will
promote improved quality of service, reliability, and service choices, (5) resultsin sharing of
savings, and (6) will encourageinnovation. In the following sections, we consider each of the
objectionsraised by IBM and CLF.

1. Incentivesto Provide Least-Cost Services
Section 218d(a)(1) requires that the Board find that an alternative regulation plan

establish a system of regulation providing companies with "clear incentives to provide |east-cost
service to their customers.” IBM and CLF both claim that the Plan will not provide sufficient
incentivesto control costs. To the contrary, IBM assertsthat GMP's incentive to manage costs
would be substantially reduced. 1BM argues that this incentive occurs because lax management
will lower earnings, thus potentially triggering an upwards rate adjustment through the Earnings
Sharing Adjustor.3? In addition, IBM contends that GMP would have fewer earnings at risk than
under traditiond regulation. IBM also aversthat GMP would have the incentive to underdate

37. Exh. GMP-AJK-3 at 3.
38. Allen pf. at 5.

39. IBM Brief at 8.
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sales growth and either overstate costs or increase discretionary expenditures to take advantage of
the rate adjusters and obtain higher rates. Finally, IBM suggests that the Plan has insufficient
safeguards to protect against these incentives40

CLF argues that the absence of a mechanism decoupling sales and earnings fails to create
a system in which GMP provides |least-cost service. CLF maintains that GMP has a continued
disincentive to encourage efficiency. In addition, CLF argues that the unfair balance of risks and
rewards means that there are insufficient incentives for least-cost service.#1

GMP responds that the Earnings Sharing Band and the Power Efficiency Band create
strong incentives to control costs because GMP cannot know how its earnings and power costs
will fall. Inaddition, GMP asserts that the asymmetrical Earnings Sharing Band, the ability of
the Board to open an investigation, and the fact that 10 percent of the Component B power costs
are not recovered creates adequate incentives.

In order to meet the statutory mandate, the Plan does not need to contain direct measures
that will insure least-cost service, but instead must create the appropriate incentives. Thus,
although the Plan lacks any direct requirements, we conclude that the Plan contains adequate
incentives for GMP to controal its costs, thereby providing service at just and reasonable rates and
advancing the goal of providing least-cost services. Several features of the Plan create this
incentive. GMP can benefit by increasing its earnings. Under the Plan, to the extent that GMP
can increase its earnings above the 10.25 percent authorized ROE, the Company can retain the
bulk of the excess earnings. GMP thus has an incentive to reduce costs to take advantage of this
feature.*2 In addition, while some increasesin GMP's power costs are passed on to ratepayers
through the Power Adjustor, in each quarter, GMP must absorb the first $300,000 of additional
Component B costs, aswell as 10 percent of any greater amount. Essentially, this means that

smaller variationsin power costs will not be automatically flowed through in rates, providing

40. Id. at 8-10.
41. CLF Brief at 12-13.

42. By contrast, under the settlement approved in Docket 6867, GM P had to return all earnings in excess of its
allowed ROE. Investigation into Memorandum of Understanding between GMP and DPS, Order of 12/22/03 at 43.
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GMP with a strong incentiveto control these costs, thereby enhancing its earnings.43

We are also persuaded that, for the most part, unpredictability will make it difficult for
GMP to manage its earnings as precisely as IBM suggests. Certainly, a degree of uncertainty
exists for power costs, even in the shorter term. GMP has greater control over its operational
costs and can accelerate or defer certan projects to manage its returns. But we expect that GMP
will be unable to manipulate its costs so precisely that it can obtain unwarranted rate increases or
earn excess ve amounts. Absent such an ability to predict its earnings and how those earnings
will be affected by the Power Efficiency Band and Earnings Sharing provisions, the Plan should
provide incentives for GMP to operate efficiently, so as to optimize earnings. Such efficient
operation should aso benefit ratepayers as the lower cost structure is flowed through in base
rates.

We also note that the Board retains jurisdiction to monitor the Plan and investigate rate
changes through the adjustors. If it appears that GMP has more ability to take advantage of
unintended incentives than we expect, the Board can investigate proposed rate adjustments to
determine whether they are just and reasonable. In addition, the Board retains jurisdiction under
30 V.S.A. §218d(i) to investigate the Plan while it isin effect and can then terminate it or

modify the terms and the conditions.

2. Balanced Risks and Rewards

CLF argues that the Plan fails to fairly balance the risks and rewards and, thereby, failsto
encourage the Company to make sound decisions. CLF asserts that afair plan must create a
system of incentives and price signalsthat encourage good decision-making; one that Smply
passes through costs, says CLF, fails to meet this standard. CLF maintains that GMP should bear
at least aportion of the risk associ ated with costs that are within the Company's control. CLF
also contends that the opportunity for later investigation is insufficient to remedy thisimbalance

sinceit isreally unchanged from the present.4

43. Obviously, larger quarterly changeswould still be captured by the Power Adjustor. However, these may
reflect market shifts or weather and demand impacts that are harder for GM P to predict or manage.

44. CLF Brief at 10-11.
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IBM also contends that the Plan isimbalanced in that it inappropriately shiftsrisk to
customers. From IBM's perspective, ratepayers now bear the risk of inaccurate utility operation
cost forecasts, even though these are often within the Company's control. IBM maintains that
GMP is more capable of managing these risks, primarily associated with power supply, than are
the Company's customers. IBM argues that the Board should ingead require GMP to maintain
more of therisk, including that associated with sa es volatility.4°

GMP responds that most of the arguments raised by IBM and CLF focus on the allocation
of risks and rewards between the Company and customers, rather than on the balance of risks and
rewards. Asaresult, GMP maintains that these arguments are irrelevant. GMP contends that
CLF iswrong when it takes the paosition that the Plan createsinsufficient incentives for GMP to
control costs. GMP also asserts that IBM's view that risks should be assigned based upon the
ability to diversify risk is unsupported by any Board precedent or regulatory principle. Findly,
GMP asserts that, to the extent that the Plan passes additional short-run risk to customers, this
risk shift is outweighed by the long-run decrease in risk to the Company, which under the Plan
will produce savings for customers#6

Under Section 218d(a)(7), we must determine whether the Plan establishes a reasonably
balanced system of risks and rewards. As GMP asserts, this criteriafocuses primarily (but not
exclusively) on whether an alternative regulaion plan is structured so that the overall balanceis
reasonable and promotes efficient operations. Here, as we discuss in the previous section, we
find that the Plan creates reasonabl e incentives for GMP to control its costs and provide |east-
cost services.

It is, however, also appropriate to consider the overall balance of risks and rewards
between GMP and its customers. This mandate derives in part from Section 218d(a)(7) — if we
were to interpret this provision as narrowly as GMP argues (i.e., limited to the question of
whether the incentives and risks assigned to GM P encourage efficient operation), it would be
largely redundant with the criteriain Section 218d(a)(1) (reating to the creation of incentives to

least-cost energy service). In fact, GMP's arguments as to how the two criteria have been met are

45, IBM Brief at 7.

46. GMP Reply Brief at 4-6.
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essentidly the same. More significantly, if the balance struck between GMP and its ratepayersis
not reasonable, it is unlikely that we could find that the Plan provided just and reasonable ratesto
all classes of cusomers.

The Plan proposed by the Department and GMP clearly shifts alarge element of financial
risk from GMP's shareholders to ratepayers — in fact, as the Department explained,
strengthening the connection between costs and rates is one of the goals of the Plan.4’ However,
at the same time, the elements of the Plan are likely to provide ratepayers both short and long-
term benefits. Most directly, the Plan incorporates alower ROE than would be used to set rates
under traditiond regulation. The Power Adjustor, while passing through some cogts, also
incorporates a Power Efficiency Band (for which GMP retains the risk) as well as asharing of
power costsin excess of that band.#8 Moreover, the Plan does not flow through only rate
increases to customers; to the extent that wholesale costs are lowered or other cost savings are
derived, these will also be passed on to consumers.49

Over the long-term, the approval of the Plan will reduce the risk of credit rating
downgrade, which could entail additional costs for ratepayers. It should also enable GMP to
pursue a broader range of resource options, which could provide significant value.>°

We do not accept IBM's argument that the Plan is flawed because it does not allocate risk
on the basis of whether customers or the Company are in a better position to manage the risk.
IBM has not demonstrated that such arisk allocation is reasonable nor hasit cited any regulatory
principle for adopting such an allocation, particularly since it isinconsistent with long-standing
practice. Even though GMP now manages the risk associated with power costs, the actual
financial risk is now borne by ratepayers. GMP enters into hedging arrangements to protect itself
from wholesale price variability. And, aswe discussed above, GMP purchases outage insurance

against the possible increased replacement power costs arising from an outage at Vermont

47. Allen pf. at 2.
48. Smith reb. pf. at 18-20; exh. GMP-AJK-4 at 3-6.
49. Exh. GMP-AJK-4 at 3—-6; Hevert supp. pf. at 4-5; Smith reb. pf. at 18.

50. Tr. 9/27/06 at 83-84 (Allen).
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Y ankee. These costs are included in the cost-of-service and paid for by ratepayers. Thus, the
costs associated with power cost risk management now rest with ratepayers. The Plan would
replace the fixed costs of hedging arrangements with the actual costs of the power. We expect
that, although they may see more short-term variability, ratepayers will pay lower net costs as a
result.

It is difficult to determine whether the likely intangible benefits of the improved financial
status will be greater than the increased costs and risks that consumers will now bear. In
particular, it is not clear that the 50-basis-point adjustment to the ROE is balanced with the shift
in risks from GMP's shareholders to ratepayers. GMP and the Department make clear their view
that the Plan asawhole is beneficial. After consideration of the parties arguments, we conclude
that the risk/reward allocation in the MOU and Plan is reasonable. In reaching this conclusion,
we are mindful of the Department's assessment that, on balance, the Plan is a positive one for
ratepayers.®1 |n addition, the Plan assures that we retain the jurisdiction to review costs, if
necessary, through an investigation under Section 227(b), or to investigate the Plan itself under
Section 28d(i).

We also find value in allowing an opportunity to determine whether alternative regulation
will, in thelong-run, provide greater benefits to ratepayers. Aswe discussed elsewherein this
Order, we expect that the Plan will provide incentives that will benefit ratepayers as well asthe
Company. However, we intend to closdy monitor GMP's performance under the Plan to

evauate whether the balance of risks and rewards remain fair.

3. Incentivesto Advance State Energy Policy

CLF contends that the proposed Plan does not meet the statutory requirements of Section
218d(a)(4). Thissection requires that an aternative regulation plan offer incentives for
innovations and improved performance that advance state energy policy, such asincreasing
reliance on renewabl e energy and decreasing the linkage between utility earnings and sales to

customers. According to CLF, the Plan offers no new incentives for efficiency or renewable

51. Allen pf. at 4.
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energy.? In addition, CLF maintains that the plan fails to separate utility profits from the
volume of sales. CLF observes that two elements of the Plan — the cap on the Company's ROE
and the earnings sharing mechanism — may reduce this linkage; but to be effective, alink must
actually affect decisions or investments to meet the statutory criteria. Instead, CLF contends that
an effective plan must make GMP's profits neutral to changesin sales volumes.>3

GMP replies that the statute does not require that the connection between sdes and
earnings be decoupled. Instead, GMP asserts that the statute only requires that there be an
incentive to reduce the linkage between earnings and sales, not necessarily areduced linkage
itself.>4 The record, GMP argues, demonstrates that the Plan will result in some reduction of the
linkage between earnings and sales, a point that GMP says even CLF concedes. GMP dso
maintainsthat CLF has provided insufficient evidence to support establishment of a mechanism
that stabilizes GMP's revenue per customer.

This Board has consistently promoted actions that advance state energy palicies,
particularly investments in efficiency and renewable energy. Thus, we agree with the concerns
that underlie CLF'stestimony. Any Plan must, both as a matter of law, and as an essential
element of sound |east-cost energy service, continue to provide incentives for efficiency and
renewable energy. Nonethe ess, the statute does not mandate either decoupling or specific
incentives for the development of renewable energy. Rather, Section 218d(a)(4) mandates that
the Plan offer "incentives for innovations and improved performance that advance state energy
policy.” Here, we find that the criteria has been met. Aswe have discussed throughout this
Order, the Plan will create incentives for GMP to reduce its costs and improve its performance.
The Plan places GMP in a sound financial situation which may assist the Company in pursuing
investments in renewable energy. We also note that GMP recently introduced a renewable rider

to itstariffs that provides financial support for new renewable generation, with a preference for

52. CLF Brief at 5.
53. CLF Brief at 6.

54. GMP Reply Brief at 8.
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V ermont-based generation.>®

The evidence also shows that the proposed Plan would reduce the linkage between GM P's
earnings and the level of salesin several ways. GMP will adjust its base rate annually. Thiswill
have the effect of capturing any increased sales that may have occurred in the revenue
requirement; a higher sales volumes adjustment will serve to essentially recalibrate the billing
determinants. In addition, to the extent increased sales result in increased earnings, the impact
would be mitigated through the Earnings Sharing Adjustor.>® The sales-earnings linkage is dso
reduced relative to traditional regulation, because loads are forecast in the base rate adjustments,
and therefore the impact of expected sales increases are captured and flowed through to the
customer.®” Although these steps do not represent the full decoupling of sales and earnings that
CLF seeks, they are adequate to meet the mandate of Section 218d(a)(4) which requires only that
there be an incentive to reduce the linkage between earnings and sales, not that any linkage must
be eliminated.>®

Furthermore, CLF has also not demonstrated how state energy policy would be more
greatly advanced by further severing the linkage between earnings and sales. In general, reducing
the linkage provides an additional incentive to a company to operate in a cost-effective manner as
its earnings would be unaffected. Decoupling thus removes a disincentive to undertake
investments that would lower earnings, such as energy efficiency. In Vermont, however,
statewide energy efficiency is delivered by the Energy Efficiency Utility; the Board has removed
the legal obligation for utilities to operate energy efficiency programs. Thus, the Company has
limited ability to undermine efficiency efforts; in light of thisrole, it is unclear what additional
benefits would be provided by a broader decoupling such as that proposed by CLF.5°

55. Brown pf. at 4.

56. Smith reb. pf. at 4-6.

57. Smithreb. pf. at 5-6; Allen pf. at 7.

58. Smith reb. pf. at 3; 30 V.S.A. § 218d(a)(4).

59. Smith reb. pf. at 6-7; Allen pf. at 7.
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4. Rate Volatility and Price Signals

IBM asserts that the Plan will "significantly” increase rate volatility for customers.
According to IBM, rates could be adjusted up to six times per year.69 In addition, IBM contends
that since GMP can adjust its power costs (which represent approximately 80 percent of its cost
of service quarterly) the rate volatility will be significant. IBM argues that this increased price
volatility is particularly problematic because it is based upon neither prevailing market conditions
nor GMP's actual cost-of-service. This disconnection with the cost-of-service occurs because the
rate adjustment is based upon past costs, unlike rate proceedings in which recovery of historical
over or under-collections would be barred. Moreover, IBM mantains that the fact that the
adjustments would be based upon a uniform percentage adjustment to all rates means that the
rates will become less connected to the cause of those costs.51

GMP responds that the Plan will result in less price volatility. GMP argues that even
though rates may be adjusted more frequently, consideration of price volatility must also consider
both the magnitude and uncertainty of change.52 Under the Plan, contends GMP, the rate
changes will be more certain than under traditional rate-of-return regulation, will be smaller than
under such regulation, and will be based upon formulaic methodologies®3 GMP also submits
that price signds under the Plan will be more accurate because rate changes are more frequent,
the Plan greatly reduces the lag between cost incurrence and rate implementation and because,
unlike traditional regulation, rates will be adjusted to correct inaccurate projections.64

The dispute between GMP and IBM on whether greater frequency or greater magnitude
constitutes more volatility is a semantic one that we do not need to resolve. It isundisputed that
the Plan will change the manner and timing of rate adjustments; changes in rates will become

more frequent. Over the past 10 to 15 years, GMP's cusomers have seen less than one rate

60. Gorman pf. at 40-41; IBM Brief at 2.
61. IBM Brief at 2—-3; Gorman pf. at 43.
62. GMP Brief at 18; Kvedar reb. pf. at 4.
63. GMP Reply Brief at 2-3.

64. GMP Brief at 21; Smith reb. pf. at 9-10.
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increase per year. Instead, they will experience four rate adjustments annualy.6® For many
customers, they will perceive theresult asgreater volatility. At the sametime, as GMP points
out, it islikely that many of these adjustments will be smaller than those traditionaly
experienced by customers. GMP will be able to pass on smdler changes in costs, which would
otherwise not be recovered until the next rate proceeding.

Asapart of the overall Plan, however, we find that change in the way costs are passed on
to ratepayersisreasonable. The Plan's major benefits, including GMP'simproved financial
status, are sufficient at this time to outweigh any negative conseguences of these more frequent,
but smaller, rate adjustments. In particular, the regular rate adjustmentswill help GMP pass
through the potentially significant power cost changes that are occurring in the wholesale power
market. Thiswholesale price volatility could have negative implications on GMP's financial
performance and ability to access capitd. Allowing GMP to passthrough these costs to
ratepayers at this time will hep ratepayers by keeping GMP on a sound financial footing. It also
will enable GMP to reduce the need to enter into hedging agreements — which can be very
costly to the Company and to ratepayers — to mitigate the effects of the wholesae market.66

We also conclude that the Plan does not inappropriately alter the price signals that
ratepayers will receive. We are unpersuaded by IBM's contention that the Plan distorts price
signals due to the fact that rate adjustments are based upon a percentage of existing rates. The
implementation of rate changes through an across-the-board percentage adjustment is the manner
in which dectric companies have traditionaly implemented such changes.” Only when the
Board subsequently performs arate design investigation is this practice altered, and then only
after the rate design proceeding is completed. Thus, to the extent the use of percentages may
result in some minor distortion of cost-based rates, that is unchanged from current practice.

Continuation of this practice is reasonable in the absence of arate design proceeding.68

65. Exh. GMP-AJK-4 at 1, 3, 5; Kvedar reb. pf. at 4.
66. Allen pf. at 3-5.
67. See Docket 5983 Order at 267; Docket 6107 Order at 121; tr. 9/27/06 at 32—33 (Gorman).

68. Smith reb. pf. at 10-11. In fact, IBM's witness agreed that, absent a rate design change, a uniform percentage
increase may be reasonable. Tr. 9/27/06 at 32—33 (Gorman).



Docket Nos. 7175/7176 Page 39

Moreover, use of akWh chargein the Power Adjustor is also appropriate; the cost changes that
are captured by the adjustor largely reflect energy costs.89

We aso do not find convincing IBM's argument that the rate adjustments under the Plan
will distort price signals because they are based upon past costs rather than forward-looking
costs. Neither traditional ratemaking nor the Plan are structured to send fully accurate price
signalsto consumers. Under traditional ratemaking, power costs are based upon test year costs,
adjusted for known and measurable changes. This means that known adjustments to power costs
are flowed through into rates, but projections about market prices may not be captured.
Moreover, in the absence of red-time pricing, the price signal consumers receive through rates
may bear little relationship to GMP's actual marginal price for power. Thus, the signal under
traditional regulation is at best imprecise.

The Plan, while still not sending accurate real-time pricesignals, islikely to provide
better signals. Power cost changes will be flowed through more quickly. While these changes
are based upon past events, as IBM suggests, they also reflect more recent power cost data than
did the rates set based upon the traditional methodology. The reduction in the time lag means

that inaccurate projections are corrected more quickly. 70

5. Just and Reasonable Rates

IBM argues that the Plan may not result in just and reasonable rates as required by
Section 218d(a)(2). According to IBM, the three rate adjustments provided under the Plan must
be reviewed by the Board and parties under short time frames — 60 days for Base Rate Adjustor
and 45 days for the Power and Earnings Sharing Adjustors.”? IBM views these time frames as
insufficient. IBM also contends that the review of the base rate filings by the consultant as
specified in the MOU is not adequate since other customers and parties are also entitled to afair
opportunity to review the filing. I1BM also maintains that the opportunity to suspend the base rate

adjustment is not adquate; formal investigation of rates will not result in adecreasein

69. Smith reb. pf. at 10.
70. Smith reb. pf. at 9-10.

71. IBM Brief at 10.
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administrative costs — one goa of the Plan — and suspension does not apply to the Earnings and
Power Adjustors.”?

GMP asserts that IBM's arguments fail to take into account the Department's "role as
institutional ratepayer advocate." In addition, GMP argues that time periods are reasonable in
light of the nature of each of the filings.”3

We agree with IBM that the time period for review of the various adjustorsis short.
Nonethdess, as apart of the overdl Plan, we find them reasonable. Unlikeatraditional rate
proceeding, we expect that each of the rate filings will be more limited in scope. For example,
the Power Adjustor encompasses only power costs. Similarly, the Earnings Sharing Adjustor has
anarrow scope. These filings will thus be more manageable in alimited period of time.

In addition, the MOU provides that the Department will have a consultant to review the annual
base rate adjustment.”# Thisincludes the forecasts and the impact of any variations between
forecasts and actual loads will be addressed in the Power and Earnings Sharing Adjustors.”>
Although this may not aid consumer groups or IBM, it will provide an additional level of review.
We have aso seen that a shorter review period can work if tailored appropriately. Under the
Memorandum of Understanding in Docket 6867, GM P and the Department agreed to rate
increases of 1.9 percent in 2005 and 0.9 percent in 2006, with GM P submitting the tariff filings
only 60 days in advance of implementation. To comply with Vermont law, however, it was
necessary that these filings be subject to review and investigation and that they be fully supported
by a cost-of-service. No party indicated that the 60-day period for review was inadequate. Since
we expect that the annual base rate adjustment will be of similar scope, it is reasonable to infer

that parties will have sufficient time now.

72. I1BM Brief at 12.
73. GMP Reply Brief at 6-7.
74. Exh. GMP-AJK-3 at 3.

75. Kvedar reb. pf. at 6.
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6. Calculation of the Earnings Sharing Adjustor

IBM assertsthat if the Board approves the Plan, it should modify the Earnings Sharing
Adjustor. Under the modified Power Adjustor in the revised Plan, only 90% of Component B
costsin excess of the $300,000 Power Efficiency Band are flowed through to rates each quarter,
with the remaining 10 percent absorbed by GMP. IBM contends that because the Power
Adjustor and Earnings Sharing Adjustors interact, any amounts excluded from the Power
Adjustor, including the 10 percent of Component B costs, are potentially collected through the
Earnings Sharing Adjustor. Asaremedy, IBM asks that we modify the Earnings Sharing
Adjustor to require GMP to absorb the excluded 10 percent of Component B costs.”®

GMP contends that because of the potentially large lag time between power costs being
incurred and the calculation of the Earnings Sharing Adjustor, GMP cannot accurately predict the
effect of the 10 percent Component B exclusion on its earnings. Thus, the incentives inherent in
the 10 percent exclusion are unaffected. GMP also argues that, to the extent that IBM is correct,
GMP must still incur the carrying costs between the time the power costs are incurred and the
later collection in the Earnings Sharing Adjustor.

We are not persuaded that we must modify the Earnings Sharing Adjustor as IBM
recommends. The exclusion of Component B costs is intended to force GMP to retain a greater
proportion of the risk of rising power costs (primarily energy) than would GMP's original
proposal (although less than under traditiond regulation). Thisrisk retention by GMP would
provide greater i ncentives for the Company to manage its power resources cost-effectively. |IBM
is correct that, under certain circumstances, excluded power costs could depress earnings and
lead to an increase in rates through the Earnings Sharing Adjustor that would (at least in part)
offset the excluded costs. However, GMP's ability to accurately forecast its annual Earnings
Sharing adjustment means that for most of the year, the Company's incentives to cost-effectively
manage its power costs will be unchanged; GMP cannot know in the first half of the year, for
example, that excess power cost increases that lead to an exclusion will ultimately be recovered

through rate adjustments.”” Thus, the interrel ationship of the exclusion and the Earnings Sharing

76. IBM Brief at 13-15.

77. Smith reb. pf. at 20.
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Adjustor will not adversely affect the incentives.’8

VI. CONCLUSION

For the reasons set out above, we approve the MOU between the Department and GMP
and authorize an increase in retail rates of 9.09 percent, effective January 1, 2007. With this
increase, GMP's rates will be just and reasonable.

We aso approve the alternative regulation plan set forth in the MOU. Over itsterm, the
alternative regulation plan has the promise of improving GMP's financial status, while
simultaneously benefitting ratepayers.

Our review of the alternative regulation plan in this proceeding has been limited to the
unique circumstances of GMP, and should not be interpreted more broadly as endorsing a similar
alternative regulation plan for any other Vermont utility. Whether asimilar plan would be
appropriate for another utility is a determination that must be made based on the facts relevant to
that particular utility. For this reason, and as the MOU provides, today's Order should not be
construed as having any precedential effect, except as necessary to ensure GMP's performance

under the MOU or to enforce an order of the Board resulting from the MOU.

VIl. ORDER
IT IsHereBY ORDERED, ADJUDGED AND DECREED by the Public Service Board of the
State of Vermont that:

1. The Memorandum of Understanding ("MOU") between Green Mountain Power
Corporation ("GMP" or the "Company") and the Vermont Department of Public Service
("Department") is approved.

2. The Company is entitled to rates that will produce additional retail revenues of
$19,024,000 or 9.09% above existing base rates for service rendered on or after January 1, 2007.

3. GMP's alternative regulation plan ("Plan") is approved to take effect on February 1,
2007.

78. We do not, however, rely upon GM P's argument that the Plan is fair because the Company would incur
carrying costs. Itisunlikely that this fact would have any impact on GM P's incentives or actions.
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4. GMP shall filetariffsin compliance with this Order by December 28, 2006.

5. The Service Quality and Reliability Plan filed on September 28, 2006, is approved.

6. By November 1, 2006, GMP shall submit to the Department a proposal for documenting
and reporting the six rate filings required under the Plan including but not limited to power
supply costs, plant additions and capital expenditure plans and budgets in connection with base
rate, power adjustor and earnings sharing adjustor changes, and will incorporate any revisions to
its proposal thereafter proposed by the Department or provide a detailed explanation for not
doing so. Any unresolved disputes shall be submitted to the Board for resolution.

7. Under the MOU, the Department will retain, at the Company's expense and subject to
the Company's reasonable consent, an independent third party with accounting and rate-making
expertise ("Third Party") to review each base rate filing under the Plan for (1) accuracy, (2)
completeness, (3) compliance with traditional rate-making and existing Board Orders regarding
cost-of-service filings including the calculation of regulated earnings and (4) consistency with the
Company's actual costs and the Plan. The Third Party shall file areport with the Board and
Department at the time the base rate filing is submitted to the Board.

8. The Company shall submit, within 30 days of this Order, a sample of each type of filing
to be made under the Plan and the Department shdl provide any comments within 30 days
thereafter. GMP shall consider in good faith any changes to the filing formats under the Plan as
the Department deems to be reasonably necessary to compl ete an efficient and meaningful review
of the filings due under the MOU. Any irresolvable issues shall be referred to the Board for
resolution.

9. GMP shall collaborate in good faith with the Department on its plans concerning
customer information regarding the Plan, including Customer Service Representati ve training,
and the timing and substance of customer communications.

10. GMP shall collaborate in good faith with the Department to devel op tariffs providing for
an annual, fixed-unit-price service to commence no later than November 1, 2007.

11. By June 30, 2007, GMP and the Department shall jointly develop and submit for Board
approval criteriato be used in assessing the Plan's effectiveness at the end of itsinitial term.

Neither the Company nor the Department shall be bound to support termination or extension of
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the Plan beyond itsinitial term based solely upon the criteria so devel oped.

12. GMP shall accrue an annual reserve of $315,000 to be used to offset the costs of any
unscheduled outages relating to the Vermont Y ankee Nuclear Power Station. The Company shall
notify the Board and Department when and if it becomes necessary to use dl or part of the
reserve.

13. Within 180 days of this Order, GMP shall introduce a plan to provide large commercial
and industrial customers an option to participate in the procurement of power supply to meet
individua customer loads.

14. Not later than June 30, 2008, and June 30, 2009, the Company shall file areport with the
Board and Department evaluating the effectiveness of the Plan's performance in achieving the
goalsof 30 V.S.A. 8§ 218d. In advance of filing the reports, the Company shall confer with the
Department with respect to the measurement criteriato be used in the reports.

15. GMP shall describe the Plan in a separate mailing to customers at least one month prior
to the first rate adjustment under the Plan and shall work with the Department in the
development of customer communications and materials to be provided to customers.

Dated at Montpelier, Vermont, this__ 22"  day of _ December , 2006.

s/James Volz )
) PuBLIC SERVICE
)
g/David C. Coen ) BoARD
)
) OF VERMONT
s/John D. Burke )

OFFICE OF THE CLERK
FiLep: December 22, 2006

ATTEST: §/Susan M. Hudson
Clerk of the Board

NoTICE TO READERS. This decision is subject to revision of technical errors. Readers are requested to
notify the Clerk of the Board (by e-mail, telephone, or in writing) of any apparent errors, in order that any
necessary corrections may be made. (E-mail address: psh.clerk@state.vt.us)

Appeal of this decision to the Supreme Court of Vermont must be filed with the Clerk of the Board within
thirty days. Appeal will not stay the effect of this Order, absent further Order by this Board or appropriate action
by the Supreme Court of Vermont. Motions for reconsideration or stay, if any, must be filed with the Clerk of the
Board within ten days of the date of this decision and order.
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